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The first half of 2007 was a busy time in bank commercial real estate lending. The problem with this

is that a lot of 5Y interest only loans were made back then. Of course, a large amount of 10Y loans

(both amortizing and 25Y amortizing) were also originated. This gives us an interesting set of data to

use as we compare how a loan???s structure can play a role in defaults. We took a look at over 900

loans to see if any conclusions could be drawn.

Back in 2007, times were good and commercial property cash flow was increasing (due to higher

rents). Higher rents meant higher property values and banks were tripping all over themselves to

make loans and get a piece of the action. Looking at our set of 900 loans, we found the 5Y interest

only is the most problematic, due to a high balloon balance, aggressive underwriting, property price

declines and limited refinancing options. Looking at the performance of 5Y loans that have matured

year to date in 2012, it turns out that only about 42% were paid off without a problem. The rest are

either having problems, already been modified or have been extended. We compared this subset to a

group of 5Y loans with a 25Y amortization and found that while performance is slightly better (38% of

these structures have been paid off without a problem), the difference is within our margin of error

(so we refrain from drawing conclusions).

However, when we compared a group of 5Y balloon loans with the group of 10Y balloon and 10Y

amortizing structures, we found a performance difference where we could draw conclusions. The 10Y

fully amortizing loans that came due in 2012 had about a 90% performance rate (that is 90% paid off

without any issues), while the 10Y balloon structure had a 70% rate. We quickly add that most of this

difference is a result of the vintage or the year of origination, as 2002 was a time when we were a

little less than halfway through the last real estate bubble (based on price appreciation). In fact, 2002

was a time when asset prices were about comparable to where they are today in many sectors and in

many geographic areas.

We also looked at loan performance of both the 5Y and 10Y loan terms over the past 5 years and

found much the same relative performance. The high-level takeaway is that a 10Y loan structure

looks to be safer because it gives the borrower more time and options to work out of problems.

Ironically, many banks would rather have a 5Y balloon loan than a 10Y balloon loan, a structure that

the data shows will work against you in terms of both payment performance and profitability. All

things equal, this difference in delinquency performance translates for this data set into roughly

about 2.20% more in pricing that a bank should have demanded to originate a 5Y balloon loan

compared to a 10Y fully amortizing one. Of course, the caveat is that all things are rarely equal and

the quality of cash flows and DSC are more important and will have a larger impact on pricing than

the structure.

As a side note, it is interesting that of the 5Y loans that have run into problems refinancing, almost

50% of the extensions have been between 2Ys and 5Ys, with a mean of 3.3Ys. About 33% of the loans

were extended 5Ys or more.

Over time we will have more data, which will allow us to draw better conclusions. That will eventually

allow us to find out what we really want to know - whether it would have been better to make a 10Y
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fully amortizing loan in 2006 or a 5Y balloon loan in 2011? Only time will tell.

Until then, the data shows community banks should consider the 10Y over a 5Y structure and include

strong credit covenants that force negotiations along the way as needed should credit falter. So far,

given our current data set, doing so will place banks in the best position to see a successful loan

conclusion.

BANK NEWS

1Q Industry Performance

We took a closer look at industry performance and found that while the FDIC reported a headline that

institutions earned $35.3B in 1Q net income, a 23% improvement over the same period last year,

there is more to this than meets the eye. Also during the quarter, NIM declined 4% and loan balances

fell 1%. Looking closer at the revenue drivers, noninterest income improved, driven by YOY gains on

loan sales (+40%); gains on securities (+35%); changes in fair value instruments (+15%), fiduciary

activities (+7%) and service charges on deposit accounts (+3%). Meanwhile, net interest income

grew 0.4%, despite a lower NIM of 3.52%. Loans by category saw growth in C&I (+2.0%) and auto

(+1.5%). Meanwhile, sectors that contracted were: credit cards (-5.6%); construction / land (-4.9%);

home equity (-2.2%); small business / farm (-1.6%) and single family (-1.0%). Finally, loan loss

provisions fell 32% YOY.

Very Unusual

Freedom Bank of America ($84mm, FL) has refused to sign an enforcement order to improve capital

ratios and reduce risk, so the state banking regulator has now asked the courts to force the bank to

do so (of note, this follows a Mar. request by the FDIC that is also pending).

Deposit Mistake

ABC News reports a PA customer of Wells Fargo that had $69,300 deposited into his account by

mistake quickly spent the cash to buy food, clothes, furniture, a car, a trip and even a dog.

Unfortunately for the man, Wells figured out its mistake and he now faces two felony charges of theft

of property lost and receiving stolen property and faces a possible seven- to 14-year jail sentence. We

wonder who is going to feed the dog while he is in jail.
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